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Foreword
This Statement of Tax Policy is the first such pronouncement is­
sued by the Institute’s federal tax division. It results from a con­
scious eff ort by the division to develop positions on matters of tax 
policy covering major areas of taxation in which members of the 
accounting profession have special competence.
Members of the division foresaw sometime ago that capital 
gains taxation was an area of the tax law in need of significant 
reform and work began in earnest on this study in 1971. Subse­
quent events have proven them correct. Today the country is 
faced with a critical shortage of capital; proposals for tax reform 
emphasizing a change in capital gains taxation are being ad­
vanced from every quarter.
The federal tax division has not been lax in this regard and, 
based on this study, it first off ered testimony suggesting capital 
gains reform at Congressional hearings held in March 1973. Since 
then the division has taken every opportunity to make its views 
known to the members of the Congressional tax writing commit­
tees and to members of the executive branch of government. It 
is intended that the formal presentation of our position in this 
statement will help to further these views and serve the public 
interest.
Statements of Tax Policy are approved by the executive com­
mittee of the federal tax division after they are developed by the 
division’s tax policy subcommittee. In limited circumstances, other 
division subcommittees may develop a policy statement if re­
quested to do so. This statement was approved by the 1973-74 
tax policy subcommittee and the 1973-74 executive committee.
Executive Committee 
1973-74
Robert G. Skinner, CPA, John Raber, CPA
Chairman William L. Raby, CPA
Joseph E. DeCaminada, CPA Jerome A. Seidman, CPA 
Richard M. Hammer, CPA Jerome P. Solari, CPA
Charles R. Lees, CPA Roy Soll, CPA
William C. Penick, CPA Don J. Summa, CPA
Robert C. Plumb, CPA
Tax Policy Subcommittee 
1973-74
William C. Penick, CPA, Paul Farber, CPA
Chairman Eli Gerver, CPA
Bernard Barnett, CPA Thomas S. Wallace, CPA
Mario P. Borini, CPA James E. Wheeler, CPA
Special recognition in the development of this statement must 
be accorded the Capital Gains Task Force that was appointed for 
this project. The members of that task force were Albert R. 
Dworkin, CPA, Chairman; Theodore Romak, CPA; and A. Wen­
dall Simmons, CPA. These gentlemen were ably assisted in their 
research and writing by special consultant Richard F. Riley, CPA.
J o el  M. F orster , Director 
Federal Tax Division
Summary of Recommendations
The American Institute of Certified Public Accountants sup­
ports tax legislation directed at continuing the present pattern 
of taxing capital gains, but suggests the following:
• Narrow the statutory definition of capital assets.
• Extend the holding period requirement from more than 6 
months to more than 12 months.
• Provide a sliding scale of exclusions for longer holding 
periods.
• Extend the concept of recapture of expenditures charged 
against ordinary income.
• Extend the capital loss carryback provisions to individual 
taxpayers.
• Increase the $1,000 limitation on deductibility of net capital 
losses against ordinary income.
• Continue the present policy of not imposing capital gains 
tax on unrealized appreciation of assets at death.
The Institute’s division of federal taxation is motivated to adopt 
these positions by the present high rates of tax, particularly on 
individuals, our economy’s great need for new investment cap­
ital, the increasing impact of inflation, and the tax burdens that 
may result from the “bunching” of income when substantial sales 
of assets occur.
Background
For several years, the Institute’s tax division has been conduct­
ing a study of various recommendations and the factors inherent 
therein preparatory to establishing its tax policy with respect to
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capital gains. In the course of this study, many facets of the prob­
lem were explored and evaluated. Several appendixes are included 
in this Statement which discuss various segments of this study in 
some detail:
Appendix A—Basic Concepts of Capital Gains Taxation, together 
with a bibliography of reference sources.
Appendix B—Historical Background, showing the evolution of our 
system for taxing capital gains.
Appendix C—Effects of U.S. Taxes on Capital Gains, considering 
the impact on tax revenues, the impact on taxpayers generally, 
and the impact on the economy.
Appendix D—Treatment of Capital Gains by Other Countries.
Appendix E —Silverstein Definition of Capital Assets.
General Considerations
The Importance of Incentives for Capital Investment
The needs of our economy for capital investment during the 
next few years cannot be overemphasized. Economists and busi­
ness surveys have estimated a capital spending requirement of at 
least $100 billion per year for the foreseeable future. In addition, 
expenditures for conservation and environmental programs will 
require many billions of dollars. Development of energy resources 
is critical. If the challenges of greatly increased foreign competi­
tion are to be met (both at home and abroad) and if domestic 
problems are to be solved (social, environmental, and economic), 
a tax structure must be developed that will encourage taxpayers 
to accumulate and invest capital.
To create or develop investment capital in the hands of indi­
vidual citizens, funds must come from savings or from the con­
version of other forms of capital. In one sense, all new capital 
must come from savings. For the most part, savings are derived 
from income sources that have been subjected to at least one level 
of taxation. In addition, transfers of capital from one generation
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to another are usually subject to estate and inheritance taxes, 
which act to decrease the total pool of capital available for in­
vestment. It is diff icult to determine accurately the “shortfall” of 
capital formation under present tax rules and economic condi­
tions, but economists have estimated it at between 5 and 15 bil­
lion dollars annually.
The need to generate and accumulate capital is demonstrated 
by Fortune magazine’s surveys of our 500 largest industrial cor­
porations. These surveys show that the average amount of assets 
per employee has risen from approximately $16,000 in 1957 to 
over $33,000 in 1972; total assets of these companies increased 
during this period from roughly $150 billion to over $485 billion. 
These amounts represent published financial statement data and 
are based on cost figures. As a result of inflation, replacement of 
this $485 billion of assets today would probably require at least 
an additional $200 billion of capital. In spite of this increase in 
capital investment, U.S. industry presently has the highest per­
centage of obsolete industrial facilities of any leading industrial 
nation, and our facilities are being replaced at a slower rate 
than those of other leading industrial countries.
One of the most significant factors in the growth of our econ­
omy has been the development of effective capital markets. The 
operation of the various stock exchanges and the broad base of 
corporate shareholders facilitate raising capital for new ventures 
and provide ready marketability for older issues. If the present 
tax treatment of capital gains were eliminated, it could jeopardize 
these markets and cast serious doubt on our future economic 
growth.
The Impact of Inflation
The Institute believes that the impact of inflation on our tax 
system is of critical importance, and has commenced a broad 
study of the subject. It is important to emphasize that where as­
sets held for long periods of time are sold, the accumulated effects 
of inflation are particularly acute.
The United States Department of Labor Consum er and Whole­
sale Price Indexes, using 1967 as the base year, indicate the fol­
lowing changes.
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Consumer Wholesale
Year Price Index Price Index
1957 84.3 93.3
1962 90.6 94.8
1967 100.0 100.0
1972 125.3 119.1
Data released in 1974 indicates a rise of about 8½ percent for 
1973. The consumer price index has risen over 50 percent in the 
last 15 years, and over 30 percent in the last 5 years.
Applying this to investments in capital assets, if a person paid 
$100,000 for a corporate security in 1957 and sold it today for 
$160,000, he would be approximately even in terms of real value 
or purchasing power. Under our present capital gains tax struc­
ture, however, he could incur a tax of more than $15,000 on the 
sale. Thus, he would be in a worse position economically today, 
after making the sale at a “profit,” than he was 15 years ago. In a 
very real sense, taxation of the $60,000 of appreciation in this 
example represents a tax on capital and not a tax on income or 
real gain.
The combined eff ects of inflation and taxation have clearly 
eroded the amount of capital gain available for additional invest­
ment and serve to underscore the need to retain our present sys­
tem of capital gains taxation with some modification.
Policy Positions
After careful consideration of the impact of inflation, the need 
for capital formation, and the retention of incentives for its in­
vestment, it is the Institute’s view that continuation of the pres­
ent rules for taxing capital gains, subject to certain modifications, 
is desirable.
Without question, much of the complexity of our present tax 
law is created by special rules applicable to capital gains. If these 
rules were completely abolished, considerable simplification could 
be achieved. However, in our view, the price for this simplifica­
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tion, in terms of its detrimental eff ect on capital formation, would 
be much too high. Our capital needs are so great that continu­
ation of the present system is essential even though it results in 
some complexity.
Narrow the Statutory Definition of Capital Assets
It is the Institute’s view that the present definition of capital 
assets is too broad and, therefore, improperly permits special 
treatment for some types of gains. The following definition is 
recommended.
Capital Assets Defined
1. The term “capital asset” means property that—
a. Is a corporate security or other “investment asset”; and
b. Is not held by the taxpayer primarily for sale to customers 
in the ordinary course of his trade or business.
2. The term “investment asset” means property other than a cor­
porate security that consists of—
a. Real estate or tangible personal property; or
b. An interest in a partnership, joint venture, or other similar 
type of entity.
The foregoing more limited definition of a capital asset should 
provide greater clarity, contribute to simplification, and continue 
to provide an incentive for desirable capital accumulation and 
investment.
In its development of an appropriate definition, the Institute 
considered the concept proposed by Leonard Silverstein in Con­
gressional hearings in 1959. (This definition is included as Ap­
pendix E.) Mr. Silverstein’s approach would limit capital asset 
treatment to situations where the taxpayer owns 5 percent or less 
of a corporation s stock or other type of business entity. The pur­
pose of the 5 percent limitation is to restrict individuals from 
artificially building up the value of a company through failure to 
provide adequate salaries, by transferring technology to corpora­
tions, or by other means of this type, so that the resulting gain on 
sale of the business would be taxed as capital gain rather than as
5
ordinary income. The Institute does not consider this potential for 
tax avoidance to be significant. To the contrary, it believes that a 
5 percent limitation such as Mr. Silverstein proposed would dis­
criminate against individual shareholders of small corporations. 
In particular, an individual who started a company and built it up 
largely with his own eff orts might find himself in an adverse tax 
position as compared to an investor in a large, publicly held cor­
poration. Such a limitation might create a very serious and un­
justified “lock-in” effect for the shareholder. Accordingly, the pro­
tection of closely held corporate investment appears to be a more 
important concern than the possibility of tax avoidance, which can 
be policed by the Internal Revenue Service.
Adoption of a definition along the lines suggested by the Insti­
tute may require conforming amendments to other tax provi­
sions where the capital asset definition is relevant. One of the 
results of this narrowed definition would be to treat gains on 
sales of intangible assets, like goodwill, as ordinary income. This 
proposal is predicated on the assumption that another of our rec­
ommendations for legislative change—permitting the statutory 
amortization of intangible asset cost—will be adopted. For a num­
ber of years, the Institute has recommended that recognition be 
given in the tax law to the fact that goodwill and other types of 
intangible assets do not have unlimited lives and that therefore 
their cost should be eligible for deductible amortization. This rec­
ommendation has been coupled with the understanding that or­
dinary income recapture should apply if an intangible asset that 
has been amortized is sold at a profit. If statutory amortization of 
intangible assets is not permitted, we would recommend broad­
ening the foregoing capital asset definition to include such assets.
The tax law now contains special provisions that extend capital 
gain treatment to many items that would ordinarily not be con­
sidered capital assets. The approach taken in the Mills-Ullman 
type of legislation introduced in the 92nd Congress, providing for 
a systematic and periodic Congressional review of all special pro­
visions in order to determine the continuing justification for such 
special treatment, is an appropriate way to deal with these items. 
Special provisions should be evaluated on their merits, and more 
direct ways of providing desirable incentives should be consid­
ered.
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Extend the Holding Period Requirement
The present six-month holding period requirement for long­
term capital gains treatment creates opportunities for speculators 
to realize quick profits at lower tax rates. One of the principal 
reasons for continuing present rules is the need for capital for­
mation and the assumption of long-term risk. Lower taxation of 
profits realized in as little as six months does not seem compatible 
with that objective. Accordingly, the Institute favors extension of 
the holding period for long-term capital gain treatment to one 
year.
Provide a Sliding Scale of Exclusions
The Institute recommends the adoption of a sliding scale of 
exclusions, increasing with the holding period for capital assets, 
for two reasons. First, this would recognize to some extent th e 
impact of inflation. If a smaller percentage of gain is taxed, 
based on a longer holding period, this would tend to off set the 
loss in purchasing power of the dollar. Second, by adopting a 
sliding scale of exclusions, if the scale is gradual enough, the lock- 
in effect would be reduced. The investor could give greater weight 
to the value of the use of money in deciding when to sell an asset.
For individual taxpayers, an exclusion scale starting at 50 
percent after one year and increasing by 5 percent each year 
thereafter, to a maximum of 80 percent after seven years, might 
be appropriate. Since the present method of taxing capital gains 
realized by corporations is in essence a flat 30 percent rate, a 
graduated rate scale for corporate gains consistent with that for 
individuals would be equitable.
Under this proposed new structure, gains and losses from the 
sales of capital assets would be calculated and classified by hold­
ing period groupings. Net gains resulting after applying the ap­
propriate exclusion factors would be taxed to individuals as ordi­
nary income, and net losses would be deductible against other 
income. In this regard, consideration should be given to the pres­
ent Section 1231 rules governing the sales of certain property used 
in a trade or business. These rules permit capital gain treatment 
for net gains realized on such sales, and ordinary loss treatment 
for net losses.
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Extend the Recapture Provisions
In conjunction with definitional restrictions, the Institute favors 
extension of the concept of full taxation of the recapture of 
amounts previously expensed. This is a useful tool in the attack 
on conversions of ordinary income to capital gains, and the con­
cept should be expanded to cover other deductions similar to de­
preciation as presently provided for in the Internal Revenue 
Code.
Extend the Capital Loss 
Carryback Provisions to Individuals
The present rule prohibiting capital loss carrybacks to individ­
uals is inequitable. If the exclusion rules discussed above are 
adopted, an overall net loss from sales of capital assets in a par­
ticular year would be applied first against other income of that 
year. If this creates a net operating loss, it should be subject to 
the regular operating loss carryback rules. Alternatively, if Con­
gress believes this too great a liberalization of the capital loss 
provisions, the net capital loss in a particular year should be al­
lowable as an offset against ordinary income to the extent of 
$5,000, as recommended below, and any excess should be al­
lowed as a capital loss carryback for individual taxpayers, as is 
now the case for corporations.
Increase the $1,000 Limitation on 
Deductibility of Net Capital Losses
In lieu of the ordinary loss treatment of net capital losses de­
scribed in the preceding proposal, the Institute believes that the 
$1,000 limitation on the deductibility of net capital losses from 
ordinary income of individual taxpayers should be increased to 
$5,000. The $1,000 amount was established in 1942, and in view 
of the inflation that has been experienced since that time it seems 
appropriate to grant an increase in relief to those taxpayers who 
enjoy no capital gains against which to apply their losses. Further­
more, it is recommended that this treatment be extended to cor­
porate taxpayers.
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Continue the Present Treatment of Appreciated 
Assets Transferred at Death
The treatment of unrealized appreciation of assets passing 
through a decedents estate is a controversial subject. Aside 
from continuing the present statutory pattern (favored by the 
AICPA), which subjects such appreciation to estate tax but not 
income tax, basically two alternative concepts have been pro­
posed by others. The first approach would subject unrealized ap­
preciation to income tax at some specified rate at death; this 
would be either a tax in the decedent’s final income tax return or 
an addition to the estate tax. The second approach would carry 
over the decedent’s tax basis to the beneficiaries of the estate, but 
impose no additional tax at the time of death. The Institute has 
considered these proposed changes, and several disadvantages 
seem apparent.
The first concept ( subjecting unrealized appreciation to an ad­
ditional tax at death) was rejected for the following reasons: (1) 
in no other instance does the event of death result in the realiza­
tion of income; (2) imposition of an additional tax based on un­
realized appreciation would be regressive, since the benefit from 
such additional tax in relation to estate taxes would be greater for 
high bracket estates than for low; and (3) an additional com­
plexity would be introduced into the estate tax area because of 
the need to determine the basis of all assets, as well as their fair 
market values at date of death.
With respect to the second proposal, the Institute concluded 
that carryover of basis would also introduce unneeded complex­
ities. The basis of all assets flowing through an estate would have 
to be determined, and the estate tax would then have to be 
allocated among these assets to calculate the proper basis to the 
beneficiaries. Furthermore, since in many cases assets will have 
to be sold to generate funds to pay estate taxes, a mushrooming 
tax effect would be created because the sales of such assets would 
also generate additional income taxes.
Under either of these proposals, the legal, accounting, and other 
costs of determining the proper basis of assets would be sub­
stantial. However, the most compelling argument against these 
proposed changes is their impact on the pool of capital available
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in our country. The present death tax system diminishes that 
pool, and increased taxes would only serve to aggravate the prob­
lem. The present system of subjecting the values of assets to es­
tate tax has been in effect for many years, and taxpayers and 
their representatives have learned to live with it. It is the official 
Institute view that the economic impact and the complications 
that would be created if either of the suggested changes were 
adopted outweigh, to a considerable extent, any inequities in the 
present system. Accordingly, the Institute supports no change in 
the treatment of appreciated assets at death.
Conclusion
The subject of capital gains taxation has been and will con­
tinue to be controversial. There are opposing forces and philo­
sophies that are difficult, if not impossible, to reconcile. The pres­
ent capital gain tax structure may be too lenient, and some 
changes therefore seem appropriate. On the other hand, current 
economic conditions and problems justify retention of preferential 
treatment for true capital gains.
In developing its policy position, the Institute has attempted 
to balance conflicting forces and philosophies. It is convinced 
that the proposed modifications will rectify certain inequities in 
our tax system and, at the same time, be responsive to the serious 
economic problems facing our nation.
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Basic Concepts of Capital 
Gains Taxation
Historically, the U.S. income tax system has granted preferen­
tial treatment in taxing capital gains. The degree of preference 
has varied with the extent of economic stimuli that Congress has 
injected into our economy. Capital gains have been treated separ­
ately in our tax system from 1917 to the present date. Several 
comprehensive studies have been made on the subject of capital 
gain taxation, and these have been reviewed in the course of 
developing the Institute’s policy position:
Laurence H. Seltzer. The Nature and Tax Treatment o f Capital 
Gains and Losses. New York: National Bureau of Economic 
Research, Inc., 1951.
Martin David. Alternative Approaches to Capital Gains. Washing­
ton, D.C.: The Brookings Institution, 1968.
U.S. Treasury Department. Federal Income Tax Treatment of 
Capital Gains and Losses. A Treasury Tax Study. Washington, 
D.C.: U.S. Treasury Department, June 1951.
William Vickrey. Agenda for Progressive Taxation. New York: 
The Ronald Press Co., 1947.
Stanley S. Surrey. “Definitional Problems in Capital Gains Tax­
ation.” Paper presented November 1 6 , 1959 before House Ways 
and Means Committee. In Tax Revision Compendium. Vol. 2. 
Washington, D.C.: U.S. Government Printing Off ice, 1959.
APPENDIX A
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“Panel Discussion Before the Committee on Ways and Means.”
House of Representatives, November 16 to December 18, 1959.
Washington, D.C.: U.S. Government Printing Office, 1960.
A review of the Seltzer and David materials is a prerequisite 
for any formulation of policy. Seltzer provides a scholarly and 
objective review of the background, issues, proposed treatment, 
and history of capital gains from 1917 through 1946. David ex­
tends this background through 1965. Both analyze the various 
proposals that have been made for the treatment of capital gains, 
but David adopts a more advocatory approach than Seltzer, 
whose stated purpose is to present materials from which the 
reader can derive his own conclusions. The conference of tax 
specialists held at the Brookings Institution, reported by David, 
and the panel discussions before the House Ways and Means 
Committee, clearly indicate that there is no consensus with re­
gard to the most acceptable treatment.
There are fundamentally two approaches to the taxation of 
capital gains. One approach is based upon the principle of tax­
ation founded on ability to pay and a definition of what should 
be considered to be equality of taxpayer treatment. It would 
eliminate any distinction between capital gains and other types 
of income and would tax unrealized gains at death provided 
there are substantial reductions in estate and income tax rates. 
In its simplest terms, this approach is based on the premise 
that a dollar of capital gain is no different from a dollar of income 
from any other source. Proponents of this philosophy are con­
cerned with the large amounts of unrealized gains from which the 
government receives no income tax revenues.
The second approach is concerned with the growing capital re­
quirements of our economy and with the basic question of wheth­
er gain from disposition of a capital asset is really income. Taking 
into account the increasing impact of inflation, this approach op­
poses the concept that taxation should apply to all gains whether 
realized or not.
Another very important consideration, not only in the taxation 
of capital gains but also in our entire tax structure, is the alarming 
increase in complexity of our tax laws. While initially there may 
have been sound reasons for adopting complex provisions to ac­
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complish specific objectives, there has developed over the course 
of many years of Congressional changes in our tax laws a highly 
complex system that is diff icult for even tax specialists to under­
stand. A significant part of the complexity in our system is caused 
by preferential treatment for capital gains. Without doubt, if this 
preferential treatment were eliminated completely, a large part 
of the complexity in our tax laws could also be eliminated.
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APPENDIX B
Historical Background
Historically, two approaches have been used in providing pref­
erential treatment for capital gains: sometimes used separately 
and at other times together, they are maximum ceiling rates and 
exclusions. In 1922, a 12½ percent ceiling rate was introduced 
for net gains from the sale or exchange of capital assets held for 
more than two years. Because the ordinary tax rates were so low 
during this period, only higher income taxpayers benefited from 
the 12½ percent ceiling.
In 1934, exclusions were first introduced in the form of variable 
percentages ranging from 20 percent for gains from the sale of 
capital assets held between one and two years to 70 percent for 
assets held longer than ten years. The 12½ percent ceiling rate 
previously in effect was eliminated. The variable exclusion ap­
proach introduced some equitable considerations. It benefited 
all taxpayers reporting net gains, and differentiated among gains 
accrued over different periods of time.
After the 1934 rules had been in effect for some time, a con­
cern developed over the lock-in effect produced by variable ex­
clusions. Some taxpayers had a tendency to hold assets that they 
might otherwise have sold because a longer holding period would 
produce a lower tax. A revised schedule of exclusions, increas­
ing on a monthly basis, was passed by the House of Representa­
tives to meet these objections; however, the plan was rejected by 
the Senate as too complex. In 1938, the classes of capital trans­
actions were reduced to two, with an exclusion of 33⅓ percent 
for assets held from 18 to 24 months and 50 percent for assets 
held longer than two years. The alternative tax concept was re-
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instated, with a ceiling rate of 30 percent. This in effect resulted 
in ceiling rates of 20 percent and 15 percent for gains involving 
the respective holding periods.
In 1942, the alternative ceiling rate of 50 percent, together with 
a 50 percent exclusion for gains from sales of assets held more 
than six months, was introduced. This remained in the law until 
1969. The gradual increase of the alternative tax ceiling provided 
by the 1969 Tax Reform Act represented Congressional response 
to public pressure to remove this provision, which was of par­
ticular benefit to higher income taxpayers. Effectively, the top 
rate on capital gains can now reach 35 percent plus an additional 
tax as a preference item. Holding period requirements have fluc­
tuated through the years. Throughout, there has been the inten­
tion to exclude speculative gains from preferential treatment. On 
the other hand, as noted earlier, there has been concern over the 
lock-in effect that may result from longer holding period re­
quirements.
Following, on pages 16-20, is a summary of the historical evolu­
tion of the tax treatment of capital gains and losses in the United 
States.
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Effects of U.S. Taxes on 
Capital Gains
Revenues. Unfortunately, the statistical materials available 
during the period from 1917 to 1947 are inadequate to permit 
precise analyses of the matters considered by Seltzer. He was, 
however, able to assemble sufficient data to permit him to reach 
certain conclusions.
He concluded that the net revenues from capital gains taxes 
during that period were small and may even have been negative. 
The average net revenue from capital gains for the period 1926 
to 1947 was only about $200 million. From 1922 to 1933, the 
period of lowest tax rates since 1917, revenues from capital gains 
fluctuated from the highest to the lowest showing no apparent 
correlation between tax rates and revenues. Thus Seltzer con­
cluded that the primary correlating factors had been price 
changes and trading volume.
During the period from 1948 to 1965, there were no changes 
in the pattern of taxing capital gains to provide tests of the effects 
of rates on the tax revenues produced. David confirmed Seltzer s 
finding that capital gains in the aggregate produced a relatively 
small proportion of the revenues. During the period 1948 to 1963, 
the percentage of capital gains taxes to total income and excess 
profits taxes ranged from 2.0 percent to 5.7 percent. The 5.7 per­
cent ratio was reached in 1961, and the next highest year was 
1959 showing 4.3 percent. Although the capital gain yield is 
relatively small, David concludes that it is growing and becoming 
a more important part of the tax system.
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Taxpayers. As might have been anticipated, Seltzer found that 
the wealthiest taxpayers obtain a greater portion of their income 
from capital gains than the average. Indeed, although capital 
gains are a small part of the aggregate reported net income, they 
are a major source of larger incomes. Seltzer also found that the 
capital gain realized by top income groups was clearly responsive 
to the tax treatment, notwithstanding that there appeared to 
be no such correlation among taxpayers generally. This appears 
to be a natural result of the more flexible position of wealthier 
investors.
There appeared to be no close correlation between changing 
tax patterns in respect of capital losses and the losses realized. 
Seltzer found that taxpayers with larger net incomes generally 
experienced a more favorable ratio between capital gains and 
capital losses, and that net losses were more heavily concentrated 
than net gains in the middle and lower income groups. Conse­
quently, these groups were hurt more by the various loss limita­
tions that were applied.
David found during the period 1948 to 1965 a continuation of 
the relationships described by Seltzer in earlier years between the 
relative importance of capital gains and income groups. He con­
cludes that the tax pattern in eff ect during the period under his 
review frustrated the progressive features of the tax rates in re­
spect of higher income groups because of the diminished effec­
tive rates applied to the substantial capital gain portions of their 
income. David’s conclusion seems to ignore the possibility that 
lower capital gain rates encouraged some taxpayers to realize 
taxable capital gain that might have been inhibited by higher 
tax rates, that is, the lower tax rates mitigated the lock-in effect.
The Economy. During the period 1934 to 1937, variable exclu­
sions from capital gains were allowed that were dependent on 
the holding periods involved, and there was no ceiling tax rate on 
capital gains. In 1938 a maximum tax of 15 percent was substi­
tuted for the higher prior rates applicable to gains from the sale 
of capital assets held more than two years. There seems to be sub­
stantial evidence that, in the case of taxpayers with incomes in 
the upper brackets, the unusually high rates on medium-term 
gains caused substantial deferrals of gains. Gains for these tax­
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payers increased about 67 percent during the period 1938 to 1941 
(after the alternative tax ceiling was restored) as compared with 
1934 to 1937, whereas there was a 17 percent decline in net gains 
reported by all other taxpayers.
It is clear that large amounts of capital assets are retained until 
death in order to avoid income tax altogether. This deterrent ef­
fect of capital gains taxes on the turnover of capital assets is re­
ferred to as “lock-in,” and seems one of the more serious problems 
in the present system of capital gains taxation.
Lock-in is considered by many to be a serious obstacle in our 
system of free enterprise. It prevents investors from converting 
their investments at times when the usual market conditions 
would dictate sales and reinvestments. It prevents transfers that 
would be beneficial to the economy. It substantially reduces the 
supply or flow of high-risk capital. In periods of rising prices it 
curbs the supply and thereby exaggerates inflationary trends. 
Conversely, in periods of falling prices locked-in owners tend to 
sell and accelerate downward trends.
The amounts or significance of these aspects of lock-in are im­
possible to measure statistically, but it seems apparent that lock- 
in is a serious effect for which relief should be sought in our 
changing tax patterns.
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Treatment of Capital Gains by 
Other Countries
Following is a summary of the major features of the capital 
gains tax system for Brazil, Canada, France, Germany, Japan, and 
the United Kingdom. All of these major industrial countries pro­
vide some form of preferential treatment for capital gains, rang­
ing from complete exemption to imposition of lower rates, par­
ticularly for individual taxpayers.
Comparison of Capital Gains Rules of Selected Countries*
Holding Period 
for Long-Term
APPENDIX D
Country Type of Asset Treatment Rate of Tax
Brazil
Individuals Securities None Exempt
Real estate None 15%
Corporations Real estate Greater than 
5 years
30% (taxed as 
ordinary income) 
if short-term; 
exempt if 
long-term
Securities None 30% (taxed as 
ordinary income)
Canada
Individuals Real estate & None 50% of gain
& corpora­
tions
securities included in 
ordinary income
* Based on information available as of January 1, 1974.
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Country Th e of Asset
Holding Period 
for Long-Term 
Treatment
France
Individuals Real estate 
(except land), 
investments, 
intangibles
Land (suitable 
for building)
None
None
Corporations All property 
(except 
depreciable 
assets)
2 years
Depreciable
assets
None
Germany
Individuals Securities 
(non­
business )
Real estate 
(non­
business )
Greater than 
6 months
Greater than 
2 years
Corporations Real estate & 
securities
No preferen­
tial treat­
ment
Japan
Individuals Real estate & 
securities
Greater than 
5 years
Rate of Tax
Exempt
Ordinary income
50% if short-term; 
10% if long-term
50% (where selling 
price is greater 
than original cost, 
the difference is 
taxed at 10%)
Ordinary income if 
short-term; exempt 
if long-term
Ordinary income if 
short-term; exempt 
if long-term
Ordinary income rates 
if short-term; 50% 
of ordinary rates 
if long-term
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Country Type of Asset
Holding Period 
for Long-Term 
Treatment Rate of Tax
Japan
(continued)
Corporations Securities None Ordinary income
Real estate None Ordinary rates plus 
20% surcharge
United
Kingdom
Individuals All real estate 
& securities 
(except 
habitual sales)
None (1) 30% or (2) of 
gains up to £5,000 
and any excess 
taxed as ordinary 
income, whichever 
is less
Gilt-edged
securities
Over
12 months
(1) 30% or (2) ½ of 
gains up to £5,000 
and any excess 
taxed as ordinary 
income whichever 
is less, if
short-term; exempt 
if long-term
Corporations Securities None 30%t
Business assets 
such as 
land, build­
ings, and 
fixed plant
None 30%t; if proceeds 
reinvested in land, 
buildings or fixed 
plant within 12 
months before 
or after sale 
then tax deferred
Gilt-edged
securities
Over
12 months
30%t, if short-term; 
exempt if long-term
t  40 percent of gain excluded, balance taxed at normal rate (50 percent).
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Silverstein Definition of 
Capital Assets
A. General Rule
For purposes of this subtitle, the term “investment property”
means property which
1. consists of investment securities or other investment assets,
2. has been held by the taxpayer for more than 6 months 
(and for this purpose, Section 1223 shall apply in deter­
mining the period for which the taxpayer has held the 
property),
3. is not held by the taxpayer primarily for sale to cus­
tomers in the ordinary course of his trade or business,
4. is not used in, or connected with, a trade or business of 
the taxpayer.
B. Definition
1. For the purposes of this section, the term “investment 
securities” means
a. stock in a corporation which does not conduct a trade 
or business;
b. stock in a corporation which does conduct a trade or 
business unless the taxpayer owns (or is considered as 
owning more than 5 percent in value of the outstand­
ing stock of such corporation). For this purpose, the 
ownership of stock shall be determined in accordance 
with the rules prescribed in paragraphs (1),  (2),  (3),
APPENDIX E
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(5),  and (6) of Section 544 (a) (relating to personal 
holding companies);
c. a bond, debenture, note, certificate, or other evidence 
of indebtedness issued by a corporation or other debt­
or.
2, The term “investment assets” means property other than 
investment securities, as described in paragraph (1),  
which consists of
a. real estate or tangible personal property the owner­
ship of which does not constitute the conduct of a trade 
or business;
b. an interest in a partnership, joint venture, or other en­
tity unless such partnership, venture, or entity is en­
gaged in the conduct of a trade or business;
c. an interest in a partnership, joint venture, or other en­
tity, which does conduct a trade or business, if the 
interest of the taxpayer in the partnership, venture, or 
entity is not more than 5 percent. For this purpose, the 
interest of a taxpayer in a partnership, venture, or 
other entity shall be determined in accordance with 
the rules prescribed in paragraphs (1),  (2),  (3),  (5),  
and (6) of Section 544(a) (relating to personal hold­
ing companies) and for this purpose such interest shall 
be considered as stock.
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